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Selecting Investments
By VERA B. COULTER, C.P.A.
With Haskins and Sells
Member Los Angeles Chapter ASWA

The story is told about a woman who went
into a stockbroker’s office to inquire about a
stock she had been told was good and was
selling for about $10 per share. Upon being
told that the stock had advanced to $12, she
turned to the salesman and said, “What other
stocks do you have selling for $10?” This
method of investing in securities is hardly
to be recommended, and certainly the astute
investor, individual or corporate, would not
go about selecting investments in this manner.
Every business organization is constantly
making investments. Either it is investing in
additional inventory, more plants, a new auto
mobile for the president, or some other equally
worthy business need. From time to time, as
the organization expands, so does its invest
ments, and it may reach the point where in
vestments are made in the securities of others.
Corporation executives, of course, must be
aware of the danger of accumulated earnings
tax (Section 537 of the Internal Revenue Code)
before investing corporate funds in outside
securities. After the danger of such tax has
been eliminated, the first point to be con
sidered when making such investments is
the purpose for which they are being made.
Some investments are purely temporary in
nature, such as the accumulation of funds for
the purpose of paying taxes when due. In
such cases, safety and availability are of the
utmost importance, and yield and appreciation
secondary. In such instances short term govern
ment bonds might be purchased. The invest
ment might be made for the purpose of
funding long-term debt or establishing a pen
sion fund. In these cases, the income and value
of the securities at the time they are to be
used must be enough to liquidate the debt
or pay the proposed pension.
In all cases, the same good judgment that is
used when a company expands its own plant
or increases its own product is needed for the
investment in securities of other ventures. In
the first place, the company must be careful
not to so deplete its working capital that it
may find itself in financial difficulties. In the
second place, the company must use care to
make sure that its outside investment is a good
one.
In order to determine that the selection of
securities is good, there are many factors to
consider. One is the need for diversification.

No matter how careful the selection, some of
the securities may not do as well as expected.
The old saying about not having all one’s eggs
in one basket hold true for investments also.
Another factor is the return or yield desired
on the investment. The yield is determined by
dividing the income by the price paid for the
security. Where safety of income and principal
is of primary importance, the investment will
probably be in debentures or preferred stock.
In such cases, relatively little appreciation
may be expected but yield is important, and
it is essential that the company be able to
maintain its dividend and interest payments.
The usual test of the company’s ability to pay
its interest is the computation of coverage.
Coverage is determined by dividing the income
available for interest by the total interest ex
pense of the company. If a company is earn
ing many times its interest requirement, the
continuation of interest payments is relatively
assured. Preferred stock dividend coverage
may be computed in the same manner, but
the more usual computation is that of earn
ings per share of preferred stock. The sig
nificance of the earnings per share of preferred
stock is the amount by which it exceeds the
dividend per share. If the company is just
earning its dividends or interest, there may be
good reason for the security selling low and
the yield being high.
On the other hand, anyone investing in
common stock is probably more concerned
about growth possibilities than about dividend
yield. Many times, yield is considered more
important than it really is. Yield may be less
important than the price paid for the security.
If an investor purchases a stock yielding 6%
for the price of $100 and the price declines
in the year of purchase to $82, it will take
three years’ dividends, disregarding income
taxes paid on dividends, to make up the de
crease in the price. The investor would have
been better off to buy a stock which was
paying no dividends but advancing in price.
A major consideration in the purchase of
common stock is the possibility of growth. This
possibility depends on many things, such as
whether the economy is expected to prosper,
whether industry itself is expected to expand,
whether growth in population may affect the
company, and whether the company has
able management. In order to determine how
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good the growth possibilities are, it is neces
sary to be as widely informed as possible.
Reading such publications as the Wall Street
Journal and Barron’s is helpful in this respect.
Trade magazines should also be followed.
Management’s ability is indicated in many
ways. Annual reports often disclose plans for
expansion and new products. The past per
formance of a company is in itself a good in
dication as to the ability of the management.
Where possible, it is a good idea to interview
management to see at first hand some of the
plans of a business organization before invest
ing in its common stock.
As previously mentioned, a good indication
of the trend for a company may be obtained
from the past earnings record of the company.
If these records are not readily available, they
may be obtained for most companies whose
securities are widely held from statistical serv
ices, such as Moody’s or Standard and Poor’s.
Care should be exercised in the interpretation
of earnings data. Something may have hap
pened to change the company’s situation. For
instance, the company may have had a patent
which gave it certain exclusive rights, and
this patent may be about to expire. In such
a case, the company’s earnings could suffer
drastic reduction. Management may have
changed recently for better or for worse. The
government may have decided to discontinue
some model or some experiment which had
been very important to this company. None of
these situations would be reflected in the
company’s current earnings or past earnings
trend, but all of them would be very important
to the investor in the company’s securities.
Past earnings are important only as an indi
cation of future earnings. The investor must
use his knowledge of all factors and arrive
at his own estimate of future earnings. For the
worth of the investment is not determined by
past earnings, but by future earnings, and
there is a very true saying that stock prices
discount future earnings. Buyers and sellers
tend to obtain information about a company
before the company is affected for better or
for worse and decide that it is a good or a
poor investment at going prices and act accord
ingly. The way investors act in turn affects the
price of the security. By the time various
factors affect earnings, the stock has already
gone up or down.
The investor, having made his estimate of
future earnings, relates these earnings to the
price of the stock to help decide that the
stock is or is not a good buy at current prices.
He does this by what is known as the price
earnings ratio. This ratio is exactly what the
term implies, the earnings per share divided

into the price of the common stock. If a com
pany is earning $1.00 per share and the stock
is selling for $20 per share, the stock is selling
at 20 times earnings and it is earning l/20th
of its price, or 5%. Price earnings ratios make
it possible to compare entirely different se
curities. However, in so doing, it is necessary
to consider differences between industries and
also between various companies historically
speaking. Some industries have a certain appeal
to investors and historically sell at a high price
earnings ratio. Others sell at a low price earn
ings ratio. It is a good plan to take a look
at past ratios before deciding that because
one company is selling at 8 times earnings
and another at 15 times earnings that the first
stock is low and the second high. The re
verse may be the case.
When computing price earnings ratios; or for
that matter, when considering earnings of a
company, and especially when comparing any
two companies, there are certain aspects that
the investor should especially watch for. One of
these is that there may have been extraordinary
income or losses in one or both companies. Use
of earnings per share without careful analysis
may be misleading. It is important to the
person investing in a security that the financial
reports of the business disclose any extra
ordinary income or loss. If two companies had
per share earnings of $10 each, but one
company had a fire loss amounting to $5 per
share, while the other company had had a
capital gain on assets disposed of at $5 per
share, the earnings from normal business would
have been $15 for the one company and $5 for
the other. If the investor projected earnings
of each company at $10 per share, the ensuing
earnings reports might be very disappointing.
Another aspect to be considered in compar
ing the earnings of two or more companies is
the possible difference in accounting methods.
One company may be using accelerated de
preciation while another uses the straight line
method. It is true there is accounting justi
fication for accelerated depreciation in that
maintenance expense is less during the early
life of an asset, but earnings comparisons of
companies using these different methods may
reflect the difference in method used. If assets
were acquired at the same time for each
company, both will presumably show the same
maintenance expense during the same periods,
but one will show more depreciation expense
during the early life of the assets and the other
will show relatively less then and more later. If
the company using accelerated depreciation
adds assets each year so that some are being
depreciated faster and some not so fast, the
expense will tend to even itself out, but if
9

have a material effect on the value of the
shares. This kind of dilution occurs under some
stock option plans for a company’s officers
and key employees. The theory behind these
plans is that it gives employees an incentive
to make the company highly successful and
thereby create for themselves a profit from
the exercise of the stock option. These addi
tional shares tend to reduce the earnings of
the shares already outstanding. Many times
the amount for which these shares may be
purchased is much below the current price of
the company’s shares on the market. If this
is the case, the investor must certainly take
into consideration the effect upon earnings of
the exercise of these options.
Much information regarding a company may
also be gained from the study of the company’s
balance sheet. It is particularly important to
note the company’s current position and com
pare this position with prior years. If a compa
ny has a weak current position, care should be
used before investing in its securities. There
may be good reasons for the working capital
being depleted, such as major capital additions
acquired without the use of loans, but the
investor should be as sure as possible that the
company has sufficient resources to weather
any likely storms before he invests. Occasional
ly an excess of working capital over needs
reflects a company in a static position which
is failing to look for new opportunities.
A comparison of the current balance sheet
with prior balance sheets of the company will
indicate how the company is using its funds.
The investor can determine if plant is increas
ing or if funded debt is decreasing. Sometimes
it is possible to arrive at interesting conclu
sions from these observations. For example:
If a company for many years has been using
all available funds to retire funded debt and
will complete retirement in the near future,
it is possible that the company will increase
its dividends once the retirement is accomp
lished and the market price of the stock may
advance accordingly.
When the investor tries to compare balance
sheets of different companies, he may run into
difficulty. One of the most misleading compari
sons is that based on book value. How do you
compare the book value of a company which
shows plant at $1 with that of another
which shows plant at $500,000? Even assume
that asset values are comparable, how im
portant is it that one company has book value
of $50 and another book value of $25? All
other things being equal, which would you
rather have: stock in a company which has
earnings of $5 per share and book value of

there is a heavy addition in one year, the
earnings statement will reflect the heavy addi
tional depreciation charge. For this reason
it is well for the investor to look at the depreci
ation charge with special care.
Sometimes there are differences between
accounting for report purposes and for tax
purposes. Such would be the case where profits
on installment sales or long-term contracts
were deferred for tax purposes but not for
report purposes. In such instances, taxes will
have to be paid in future years when there is
no related income for report purposes. The
investor should be aware of this situation. If
no provision is made in the statement for the
future tax liability, but disclosure is made
of the fact involved, the prospective investor
must make his own calculations as to the effect
on future per share earnings.
Since the investor puts great weight on
earnings per share and the trend of these
earnings over the years, it is important that
earnings per share be adjusted for changes
in capitalization both in the past and those
which may be proposed. If a company has
made a 50% stock distribution during the
current year, it is fairly obvious that earnings
prior to this year’s are not comparable unless
they are divided by 1.5, since for every share
of stock previously outstanding, there are
now 1.5 shares outstanding. The same is true
if the company had a reverse split. If a compa
ny called in its shares and issued one share
for every two previously held, then prior years’
earnings would have to be multiplied by two
in order to place them on a comparable basis.
In the case of a company having convertible
preferred shares, the investor is concerned not
only about the shares which already have been
converted, but also about those which may be
converted in the future. He must make a
computation decreasing the preferred divi
dends for the number of shares converted and
increasing the common and then recompute
for prior years. He must do the same thing for
shares which may be converted in the future.
Adjustment must also be made for convertible
debentures. In this case, in addition to a re
duction in interest and an increase in common
shares, the investor must be concerned about
the effect of income taxes, inasmuch as interest
is deductible but dividends are not.
Another source of earnings dilution may be
the issuance of additional shares. Stockholders
must be given the right to subscribe to addi
tional shares in order to maintain their equity.
In most cases the rights have a small value in
relation to the value of the stock and the re
sulting dilution is immaterial. However, at
times the issuance of additional shares does

(Continued on page 12)

10

list of investments and loans to employer or
employee organization.
If the funding is through insurance the re
port contains this same information regarding
funding, actuarial assumptions and employees
covered. And, except for benefits guaranteed
by the insurance company, it must show the
amount of current and past service liabilities
and amount of all reserves accumulated must
be shown.
This information required in the annual
report seems at first glance to be rather com
plex. Again the labor department has de
signed a form to ease the preparation of the
report. The form is D-2 and may be pro
cured from the Department of Labor, and
although use of this official form is not man
datory, careful use of the form should insure
that all of the information required by the
act is disclosed.

to the managers and the trustees, the records
maintained, and a summary of the plan is
required. It is necessary to list the names
and addresses, official position with the plan,
and relationship in the company of the
persons managing the plan; the name, title
and address of the trustees; the fiscal year
being used; and as to the plan itself—the
name, address, description, type of admin
istration, a schedule of benefits, the source
of financing, procedure for presenting claims,
remedies available for denied claims, and the
organization through which benefits are
provided. Of course, if any amendments or
modifications to the original plan are made,
this necessitates the publication of an addi
tional “description of the plan” if such data
is not included in the annual report.

Annual Reports:
The annual reports must be filed within 120
days after the end of the calendar or fiscal
year. These reports must be certified by an
independent accountant or sworn to by the
administrator. For all plans the report must
show: the amounts contributed by the em
ployer and employees, the benefits paid, the
employees covered, a summary of financial
transactions, and a detailed statement of
salaries or fees paid to anyone and for what
purpose.
If the plan is funded by insurance, addi
tional information is required regarding pre
miums paid and their rate, number of persons
covered, the claims paid, acquisition costs,
and details regarding the agents or brokers.
If the plan is unfunded the only informa
tion required is total benefits paid and
average number of covered employees for
the past five years—plus a statement that
the general assets of the employer are the
only assets from which claims may be paid
if this is applicable.
If the funds are invested, the report must
give a breakdown of the assets of the fund
showing both cost and present value, plus a
detailed list of investments and loans made
to the employer or employee organization.
Should the plan be funded through a trust
the report must contain additional informa
tion on the type and basis of funding,
actuarial assumptions used, amount of current
and past service liabilities, retired and non
retired employees covered, valuation of assets
broken down by types, and, again, a detailed

The foregoing is the second of a series on
Pension and Profit Sharing Plans, based on
papers presented at the joint annual meeting of
the American Woman’s Society of Certified
Public Accountants, and the American Society
of Women Accountants in Philadelphia Pa.,
September 1960.
(Continued from page 10)

$50 per share, or one with earnings of $10
per share and book value of $25 per share?
Is it important that the price of a stock is
below book value or, in an extreme case, below
liquidating value of cash and marketable se
curities? If the company is operating at a loss,
the cash and marketable securities may be
used to cover losses and the stockholder may
never have the opportunity to receive this
liquidating value.
After the investor has analyzed the security
from every possible standpoint and made the
investment, there should be a periodic review
to see if the security should be held or if some
other security shows more promise. The in
vestor, individual or corporate, must have
courage enough to take an occasional loss in
order to move from a bad situation to one
with a better profit potential. Never let a loss
stand in the way of moving to a better situa
tion. Eternal vigilance is one of the prices of
successful investment.
The foregoing is taken from a paper presented
at the Western Regional Conference of the Amer
ican Society of Women Accountants held in May,
1960 at Monterey, California.
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